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(2) The individual will be personally
liable for any increase in tax attrib-
utable thereto.

(d) Examples. The following examples
illustrate provisions of this section:

Example 1. On March 30, 1991, P transfers
non-voting common stock of X Corporation
to P’s child, while retaining $100 par value
voting preferred stock bearing a cumulative
annual dividend of $10. Immediately before
the transfer, P held 100 percent of the stock.
Because X is a controlled entity (within the
meaning of paragraph (b)(5) of this section),
P’s dividend right is a distribution right that
is subject to section 2701. See §25.2701-2(b)(3).
Because the distribution right is an annual
cumulative dividend, it is a qualified pay-
ment right. See §25.2701-2(b)(6).

Example 2. The facts are the same as in Ex-
ample 1, except that the dividend right is
non-cumulative. P’s dividend right is a dis-
tribution right in a controlled entity, but is
not a qualified payment right because the
dividend is non-cumulative. Therefore, the
non-cumulative dividend right is valued at
zero under §25.2701-2(a)(2). If the corporation
were not a controlled entity, P’s dividend
right would be valued without regard to sec-
tion 2701.

Example 3. The facts are the same as in Ex-
ample 1. Because P holds sufficient voting
power to compel liquidation of X, P’s right
to participate in liquidation is an extraor-
dinary payment right under paragraph (b)(2)
of this section. Because P holds an extraor-
dinary payment right in conjunction with a
qualified payment right (the right to receive
cumulative dividends), the lower of rule ap-
plies.

Example 4. The facts are the same as in Ex-
ample 1, except that immediately before the
transfer, P, applicable family members of P,
and members of P’s family, hold 60 percent of
the voting rights in X. Assume that 80 per-
cent of the vote is required to compel lig-
uidation of any interest in X. P’s right to
participate in liquidation is not an extraor-
dinary payment right under paragraph (b)(2)
of this section, because P and P’s family can-
not compel liquidation of X. P’s preferred
stock is an applicable retained interest that
carries no rights that are valued under the
special valuation rules of section 2701. Thus,
in applying the valuation method of §25.2701—
3, the value of P’s preferred stock is its fair
market value determined without regard to
section 2701.

Example 5. L holds 10-percent non-cumu-
lative preferred stock and common stock in
a corporation that is a controlled entity. L
transfers the common stock to L’s child. L
holds no extraordinary payment rights with
respect to the preferred stock. L elects under
paragraph (c)(2) of this section to treat the
noncumulative dividend right as a qualified
payment right consisting of the right to re-
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ceive a cumulative annual dividend of 5 per-
cent. Under §25.2701-2(c)(2), the value of the
distribution right pursuant to the election is
the lesser of—

(A) The fair market value of the right to
receive a cumulative 5-percent dividend from
the corporation, giving due regard to the
corporation’s net worth, prospective earning
power, and dividend-paying capacity; or

(B) The value of the distribution right de-
termined without regard to section 2701 and
without regard to the terms of the qualified
payment election.

[T.D. 8395, 57 FR 4257, Feb. 4, 1992]

§25.2701-3 Determination of amount
of gift.

(a) Owverview—(1) In general. The
amount of the gift resulting from any
transfer to which section 2701 applies is
determined by a subtraction method of
valuation. Under this method, the
amount of the transfer is determined
by subtracting the values of all family-
held senior equity interests from the
fair market value of all family-held in-
terests in the entity determined imme-
diately before the transfer. The values
of the senior equity interests held by
the transferor and applicable family
members generally are determined
under section 2701. Other family-held
senior equity interests are valued at
their fair market value. The balance is
then appropriately allocated among
the transferred interests and other
family-held subordinate equity inter-
ests. Finally, certain discounts and
other appropriate reductions are pro-
vided, but only to the extent permitted
by this section.

(2) Definitions. The following defini-
tions apply for purposes of this section.

(i) Family-held. Family-held means
held (directly or indirectly) by an indi-
vidual described in §25.2701-2(b)(5)(1).

(ii) Senior equity interest. Senior eq-
uity interest means an equity interest
in the entity that carries a right to dis-
tributions of income or capital that is
preferred as to the rights of the trans-
ferred interest.

(iii) Subordinate equity interest. Subor-
dinate equity interest means an equity
interest in the entity as to which an
applicable retained interest is a senior
equity interest.
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(b) Valuation methodology. The fol-
lowing methodology is used to deter-
mine the amount of the gift when sec-
tion 2701 applies.

(1) Step 1—Valuation of family-held in-
terest—(i) In general. Except as pro-
vided in paragraph (b)(1)(ii) of this sec-
tion determine the fair market value of
all family-held equity interests in the
entity immediately after the transfer.
The fair market value is determined by
assuming that the interests are held by
one individual, using a consistent set
of assumptions.

(ii) Special rule for contributions to
capital. In the case of a contribution to
capital, determine the fair market
value of the contribution.

(2) Step 2—Subtract the value of senior
equity interests—(i) In general. If the
amount determined in Step I of para-
graph (b)(1) of this section is not deter-
mined under the special rule for con-
tributions to capital, from that value
subtract the following amounts:

(A) An amount equal to the sum of
the fair market value of all family-held
senior equity interests, (other than ap-
plicable retained interests held by the
transferor or applicable family mem-
bers) and the fair market value of any
family-held equity interests of the
same class or a subordinate class to the
transferred interests held by persons
other than the transferor, members of
the transferor’s family, and applicable
family members of the transferor. The
fair market value of an interest is its
pro rata share of the fair market value
of all family-held senior equity inter-
ests of the same class (determined, im-
mediately after the transfer, as is all
family-held senior equity interests
were held by one individual); and

(B) The value of all applicable re-
tained interests held by the transferor
or applicable family members (other
than an interest received as consider-
ation for the transfer) determined
under §25.2701-2, taking into account
the adjustment described in paragraph
(b)(5) of this section.

(ii) Special rule for contributions to
capital. If the value determined in Step
1 of paragraph (b)(1) of this section is
determined under the special rule for
contributions to capital, subtract the
value of any applicable retained inter-
est received in exchange for the con-
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tribution to capital determined under
§25.2701-2.

(2) Step 2—Subtract the value of senior
equity interests. From the value deter-
mined in Step 1, subtract the following
amounts:

(i) An amount equal to the fair mar-
ket value of all family-held senior eq-
uity interests, other than applicable
retained interests held by the trans-
feror or applicable family members.
The fair market value of an interest is
its pro rata share of the fair market
value of all family-held senior equity
interests of the same class (determined
as if all family-held senior equity in-
terests were held by one individual);
and

(ii) The value of all applicable re-
tained interests held by the transferor
or applicable family members deter-
mined under §25.2701-2, taking into ac-
count the adjustment described in
paragraph (b)(5) of this section.

(3) Step 3—Allocate the remaining value
among the transferred interests and other
family-held subordinate equity interests.
The value remaining after Step 2 is al-
located among the transferred inter-
ests and other subordinate equity in-
terests held by the transferor, applica-
ble family members, and members of
the transferor’s family. If more than
one class of family-held subordinate
equity interest exists, the value re-
maining after Step 2 is allocated, be-
ginning with the most senior class of
subordinate equity interest, in the
manner that would most fairly approx-
imate their value if all rights valued
under section 2701 at zero did not exist
(or would be exercised in a manner con-
sistent with the assumptions of the
rule of §25.2702-2(a)(4), if applicable). If
there is no clearly appropriate method
of allocating the remaining value pur-
suant to the preceding sentence, the re-
maining value (or the portion remain-
ing after any partial allocation pursu-
ant to the preceding sentence) is allo-
cated to the interests in proportion to
their fair market values determined
without regard to section 2701.

(4) Step 4—Determine the amount of the
gift—(@{) In general. The amount allo-
cated to the transferred interests in
Step 3 is reduced by the amounts deter-
mined under this paragraph (b)(4).
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(ii) Reduction for minority or similar
discounts. HExcept as provided in
§25.2701-3(c), if the value of the trans-
ferred interest (determined without re-
gard to section 2701) would be deter-
mined after application of a minority
or similar discount with respect to the
transferred interest, the amount of the
gift determined under section 2701 is
reduced by the excess, if any, of—

(A) A pro rata portion of the fair
market value of the family-held inter-
ests of the same class (determined as if
all voting rights conferred by family-
held equity interests were held by one
person who had no interest in the enti-
ty other than the family-held interests
of the same class, but otherwise with-
out regard to section 2701), over

(B) The value of the transferred in-
terest (without regard to section 2701).

(iii) Adjustment for transfers with a re-
tained interest. If the value of the trans-
feror’s gift (determined without regard
to section 2701) would be reduced under
section 2702 to reflect the value of a re-
tained interest, the value determined
under section 2701 is reduced by the
same amount.

(iv) Reduction for consideration. The
amount of the transfer (determined
under section 2701) is reduced by the
amount of consideration in money or
money’s worth received by the trans-
feror, but not in excess of the amount
of the gift (determined without regard
to section 2701). The value of consider-
ation received by the transferor in the
form of an applicable retained interest
in the entity is determined under sec-
tion 2701 except that, in the case of a
contribution to capital, the Step 4
value of such an interest is zero.

(5) Adjustment in Step 2—(i) In general.
For purposes of paragraph (b)(2) of this
section, if the percentage of any class
of applicable retained interest held by
the transferor and by applicable family
members (including any interest re-
ceived as consideration for the trans-
fer) exceeds the family interest per-
centage, the excess is treated as a fam-
ily-held interest that is not held by the
transferor or an applicable family
member.

(ii) Family interest percentage. The
family interest percentage is the high-
est ownership percentage (determined
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on the basis of relative fair market val-
ues) of family-held interests in—

(A) Any class of subordinate equity
interest; or

(B) All subordinate equity interests,
valued in the aggregate.

(c) Minimum value rule—(1) In general.
If section 2701 applies to the transfer of
an interest in an entity, the value of a
junior equity interest is not less than
its pro-rata portion of 10 percent of the
sum of—

(i) The total value of all equity inter-
ests in the entity, and

(ii) The total amount of any indebt-
edness of the entity owed to the trans-
feror and applicable family members.

(2) Junior equity interest. For purposes
of paragraph (c)(1) of this section, jun-
ior equity interest means common
stock or, in the case of a partnership,
any partnership interest under which
the rights to income and capital are
junior to the rights of all other classes
of partnership interests. Common
stock means the class or classes of
stock that, under the facts and cir-
cumstances, are entitled to share in
the reasonably anticipated residual
growth in the entity.

(3) Indebtedness—(i) In general. For
purposes of paragraph (c)(1) of this sec-
tion, indebtedness owed to the trans-
feror (or an applicable family member)
does not include—

(A) Short-term indebtedness incurred
with respect to the current conduct of
the entity’s trade or business (such as
amounts payable for current services);

(B) Indebtedness owed to a third
party solely because it is guaranteed
by the transferor or an applicable fam-
ily member; or

(C) Amounts permanently set aside
in a qualified deferred compensation
arrangement, to the extent the
amounts are unavailable for use by the
entity.

(ii) Leases. A lease of property is not
indebtedness, without regard to the
length of the lease term, if the lease
payments represent full and adequate
consideration for use of the property.
Lease payments are considered full and
adequate consideration if a good faith
effort is made to determine the fair
rental value under the lease and the
terms of the lease conform to the value
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so determined. Arrearages with respect
to a lease are indebtedness.

(d) Examples. The application of the
subtraction method described in this
section is illustrated by the following
Examples:

Example 1. Corporation X has outstanding
1,000 shares of $1,000 par value voting pre-
ferred stock, each share of which carries a
cumulative annual dividend of 8 percent and
a right to put the stock to X for its par value
at any time. In addition, there are out-
standing 1,000 shares of non-voting common
stock. A holds 600 shares of the preferred
stock and 750 shares of the common stock.
The balance of the preferred and common
stock is held by B, a person unrelated to A.
Because the preferred stock confers both a
qualified payment right and an extraor-
dinary payment right, A’s rights are valued
under the ‘‘lower of”’ rule of §25.2701-2(a)(3).
Assume that A’s rights in the preferred
stock are valued at $800 per share under the
“lower of”’ rule (taking account of A’s voting
rights). A transfers all of A’s common stock
to A’s child. The method for determining the
amount of A’s gift is as follows—

Step 1: Assume the fair market value of all
the family-held interests in X, taking ac-
count of A’s control of the corporation, is de-
termined to be $1 million.

Step 2: From the amount determined under
Step 1, subtract $480,000 (600 shares x $800 (the
section 2701 value of A’s preferred stock,
computed under the ‘‘lower of”’ rule of
§25.2701-2(a)(3))).

Step 3: The result of Step 2 is a balance of
$520,000. This amount is fully allocated to
the 750 shares of family-held common stock.

3Step 4: Because no consideration was fur-
nished for the transfer, the adjustment under
Step 4 is limited to the amount of any appro-
priate minority or similar discount. Before
the application of Step 4 the amount of A’s
gift is $520,000.

Example 2. The facts are the same as in Ex-
ample 1, except that prior to the transfer A
holds only 50 percent of the common stock
and B holds the remaining 50 percent. As-
sume that the fair market value of A’s 600
shares of preferred stock is $600,000.

Step 1: Assume that the result of this step
(determining the value of the family-held in-
terest) is $980,000.

Step 2: From the amount determined under
Step 1, subtract $500,000 ($400,000, the value of
500 shares of A’s preferred stock determined
without regard to section 2701 pursuant to
the valuation adjustment determined under
paragraph (b)(5) of this section). The adjust-
ment in step 2 applies in this example be-
cause A’s percentage ownership of the pre-
ferred stock (60 percent) exceeds the family
interest percentage of the common stock (50
percent). Therefore, 100 shares of A’s pre-
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ferred stock are valued at fair market value,
or $100,000 (100 x $1,000). The balance of A’s
preferred stock is valued under section 2701
at $400,000 (500 shares x $800). The value of A’s
preferred stock for purposes of section 2701
equals $500,000 ($100,000 plus $400,000).

Step 3: The result of Step 2 is $480,000
($980,000 minus $500,000) which is allocated to
the family-held common stock. Because A
transferred all of the family-held subordi-
nate equity interests, all of the value deter-
mined under Step 2 is allocated to the trans-
ferred shares. Step 4: The adjustment under
Step 4 is the same as in Erxample 1.Thus, the
amount of the gift is $480,000.

Example 3. Corporation X has outstanding
1,000 shares of $1,000 par value non-voting
preferred stock, each share of which carries
a cumulative annual dividend of 8 percent
and a right to put the stock to X for its par
value at any time. In addition, there are out-
standing 1,000 shares of voting common
stock. A holds 600 shares of the preferred
stock and 750 shares of the common stock.
The balance of the preferred and common
stock is held by B, a person unrelated to A.
Assume further that steps one through three,
as in Example 1, result in $520,000 being allo-
cated to the family-held common stock and
that A transfers only 75 shares of A’s com-
mon stock. The transfer fragments A’s vot-
ing interest. Under Step 4, an adjustment is
appropriate to reflect the fragmentation of
A’s voting rights. The amount of the adjust-
ment is the difference between 10 percent (75/
750) of the fair market value of A’s common
shares and the fair market value of the
transferred shares, each determined as if the
holder thereof had no other interest in the
corporation.

Example 4. On December 31, 1990, the cap-
ital structure of Y corporation consists of
1,000 shares of voting common stock held
three-fourths by A and one-fourth by A’s
child, B. On January 15, 1991, A transfers 250
shares of common stock to Y in exchange for
300 shares of nonvoting, noncumulative 8%
preferred stock with a section 2701 value of
zero. Assume that the fair market value of Y
is $1,000,000 at the time of the exchange and
that the exchange by A is for full and ade-
quate consideration in moneys’ worth. How-
ever, for purposes of section 2701, if a subor-
dinate equity interest is transferred in ex-
change for an applicable retained interest,
consideration in the exchange is determined
with reference to the section 2701 value of
the senior interest. Thus, A is treated as
transferring the common stock to the cor-
poration for no consideration. Immediately
after the transfer, B is treated as holding
one-third (250/750) of the common stock and
A is treated as holding two-thirds (500/750).
The amount of the gift is determined as fol-
lows:

Step 1. Because Y is held exclusively by A
and B, the Step 1 value is $1,000,000.
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Step 2. The result of Step 2 is $1,000,000
($1,000,000 — 0).

Step 3. The amount allocated to the trans-
ferred common stock is $250,000 (250/1,000 x
$1,000,000). That amount is further allocated
in proportion to the respective holdings of A
and B in the common stock ($166,667 and
$83,333, respectively).

Step 4. There is no Step 4 adjustment be-
cause the section 2701 value of the consider-
ation received by A was zero and no minority
discount would have been involved in the ex-
change. Thus, the amount of the gift is
$83,333. If the section 2701 value of the appli-
cable retained interested were $100,000, the
Step 4 adjustment would have been a $33,333
reduction for consideration received ((250/
750)%$100,000).

Example 5. The facts are the same as in Ex-
ample 4, except that on January 6, 1992, when
the fair market value of Y is still $1,000,000,
A transfers A’s remaining 500 shares of com-
mon stock to Y in exchange for 2500 shares of
preferred stock. The second transfer is also
for full and adequate consideration in money
or money’s worth. The result of Step 2 is the
same—$1,000,000.

Step 3. The amount allocated to the trans-
ferred common stock is $666,667 (500/750 x
$1,000,000). Since A holds no common stock
immediately after the transfer, A is treated
as transferring the entire interest to the
other shareholder (B). Thus, $666,667 is fully
allocated to the shares held by B.

Step 4. There is no Step 4 adjustment be-
cause the section 2701 value of the consider-
ation received by A was zero and no minority
discount would have been involved in the ex-
change. Thus, the amount of the gift is
$666,667.

[T.D. 8395, 57 FR 4259, Feb. 4, 1992; T.D. 8395,
57 FR 11264, Apr. 2, 1992]

§25.2701-4 Accumulated qualified pay-
ments.

(a) In general. If a taxable event oc-
curs with respect to any applicable re-
tained interest conferring a distribu-
tion right that was previously valued
as a qualified payment right (a ‘‘quali-
fied payment interest’’), the taxable es-
tate or taxable gifts of the individual
holding the interest are increased by
the amount determined under para-
graph (c) of this section.

(b) Taxable event—(1) In general. Ex-
cept as otherwise provided in this sec-
tion, taxable event means the transfer
of a qualified payment interest, either
during life or at death, by the indi-
vidual in whose hands the interest was
originally valued under section 2701
(the ‘“‘interest holder’’) or by any indi-
vidual treated pursuant to paragraph
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(b)(3) of this section in the same man-
ner as the interest holder. Except as
provided in paragraph (a)(2) of this sec-
tion, any termination of an individ-
ual’s rights with respect to a qualified
payment interest is a taxable event.
Thus, for example, if an individual is
treated as indirectly holding a quali-
fied payment interest held by a trust, a
taxable event occurs on the earlier of—

(i) The termination of the individ-
ual’s interest in the trust (whether by
death or otherwise), or

(ii) The termination of the trust’s in-
terest in the qualified payment inter-
est (whether by disposition or other-
wise).

(2) Exception. If, at the time of a ter-
mination of an individual’s rights with
respect to a qualified payment interest,
the value of the property would be in-
cludible in the individual’s gross estate
for Federal estate tax purposes if the
individual died immediately after the
termination, a taxable transfer does
not occur until the earlier of—

(i) The time the property would no
longer be includible in the individual’s
gross estate (other than by reason of
section 2035), or

(ii) The death of the individual.

(3) Individual treated as interest hold-
er—(i) In general. If a taxable event in-
volves the transfer of a qualified pay-
ment interest by the interest holder (or
an individual treated as the interest
holder) to an applicable family member
of the individual who made the transfer
to which section 2701 applied (other
than the spouse of the individual trans-
ferring the qualified payment interest),
the transferee applicable family mem-
ber is treated in the same manner as
the interest holder with respect to late
or unpaid qualified payments first due
after the taxable event. Thus, for ex-
ample, if an interest holder transfers
during life a qualified payment interest
to an applicable family member, that
transfer is a taxable event with respect
to the interest holder whose taxable
gifts are increased for the year of the
transfer as provided in paragraph (c) of
this section. The transferee is treated
thereafter in the same manner as the
interest holder with respect to late or
unpaid qualified payments first due
after the taxable event.
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